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Insurance Industry Developments—2013/14

Notice to Readers
This Audit Risk Alert (alert) replaces Insurance Industry Developments—
2012/2013.
This alert is intended to provide auditors of financial statements of the insurance industry with an overview of recent economic, industry, technical, regulatory, and professional developments that may affect the audits and other
engagements they perform. This alert also can be used by an entity's internal
management to address areas of audit concern.
This publication is an other auditing publication, as defined in AU-C section
200, Overall Objectives of the Independent Auditor and the Conduct of an Audit
in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards). Other auditing publications have no authoritative status;
however, they may help the auditor understand and apply generally accepted
auditing standards.
In applying the auditing guidance included in an other auditing publication,
the auditor should, using professional judgment, assess the relevance and appropriateness of such guidance to the circumstances of the audit. The auditing
guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on
by a senior technical committee of the AICPA.
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Feedback
The Audit Risk Alert Insurance Industry Developments is published annually.
As you encounter audit or industry issues that you believe warrant discussion
in next year's alert, please feel free to share them with us. Any other comments
you have about the alert also would be appreciated. You may e-mail these
comments to A&APublications@aicpa.org.
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How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your insurance entity audits and also can be used by an entity's internal management
to identify issues significant to the industry. It also provides information to
assist you in achieving a more robust understanding of the business, economic,
and regulatory environments in which your clients operate. This alert is an
important tool to help you identify the significant risks that may result in the
material misstatement of financial statements and delivers information about
current accounting, auditing, and regulatory developments. For developing issues that may have a significant impact on the insurance industry in the near
future, the "On the Horizon" section provides information on these topics, including guidance that either has been issued but is not yet effective or is in a
development stage.
.02 This alert is intended to be used in conjunction with the Audit Risk
Alert General Accounting and Auditing Developments—2013/14 (product nos.
ARAGEN13P [paperback], ARAGEN13E [ebook], or WGE-XX [online]), which
explains important issues that affect all entities in all industries in the current
economic climate. You should refer to the full text of accounting and auditing
pronouncements, as well as the full text of any rules or publications that are
discussed in this alert.
.03 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient appropriate audit evidence. Auditors obtain audit evidence to draw reasonable
conclusions on which to base their opinion by performing the following:

r
r

Risk assessment procedures
Further audit procedures that comprise
— tests of controls, when required by generally accepted auditing standards (GAAS) or when the auditor has chosen to
do so
—

substantive procedures that include tests of details and substantive analytical procedures

.04 The auditor should develop an audit plan that includes, among other
things, the nature and extent of planned risk assessment procedures, as determined under AU-C section 315, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement (AICPA, Professional Standards). AU-C section 315 defines risk assessment procedures as the audit procedures performed to obtain an understanding of the entity and its environment,
including the entity's internal control, to identify and assess the risks of material misstatement, whether due to fraud or error, at the financial statement
and relevant assertion levels. As part of obtaining the required understanding
of the entity and its environment, paragraph .12 of AU-C section 315 states that
the auditor should obtain an understanding of the industry, regulatory, and
other external factors, including the applicable financial reporting framework,
relevant to the entity. This alert assists the auditor with this aspect of the
risk assessment procedures and further expands the auditor's understanding
of other important considerations relevant to the audit.

ARA-INS .04
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Economic and Industry Developments
.05 Both property and casualty and life insurers continue to face challenges in 2013. The new paradigm of low interest rates and low inflation are
challenging insurers to properly price their products while still obtaining a
return on equity that attracts investors. Insurers continue to become more
globally focused, as Asia and Latin America are becoming areas for rapid expansion. It should be noted, however, that 75 percent of insurance premiums
worldwide remain concentrated in the U.S. and European markets.

Interest Rates
.06 Interest rates have declined significantly over the past several years
in response to the global financial crisis but are beginning to show a rebound.
The 10-year Treasury yield, a reference rate upon which many fixed-rate loans
are based and public life insurance companies are traded, has recently recovered ground on its lows, rising to nearly 3.0 percent in early September.1 On
September 4, 2013, 12-month and 30-year Treasury bonds provided a yield of
0.14 percent and 3.80 percent, respectively, or a spread of 366 basis points.2
The steepness of the yield curve increased approximately 100 basis points over
the last 4 months, showing signs of a recovery in interest rates. A steeper yield
curve and increasing long-term interest rates could benefit insurance companies, life insurance companies in particular, although increased rates could also
result in lower market values for bond holdings.3 Although partially offset by
lower levels of credit impairments, higher levels of capital, and overall stability
in credit spreads, interest rates remain a key concern for both the property and
casualty and life insurance industries.

Property and Liability Insurance Industry
.07 Through the first half of 2013, the property and casualty industry
experienced an improvement in underwriting profitability as a result of continued firming prices in the direct market, sustained favorable loss reserve
development, and manageable catastrophe-related losses. Property and liability insurers continue to brave the impact of depressed investment yields, which
have required insurers to place greater emphasis on underwriting and pricing
disciplines to boost return on equity. The final performance of these insurers
will be heavily dependent on catastrophe activity for the remainder of 2013.
.08 Both the direct market and the reinsurance market are experiencing abundant capacity and continued light catastrophe losses. Price increases
have continued in the direct market but appear to be stabilizing as increases
slow. Reinsurers have suffered a continued deterioration in pricing due to intensifying price competition through a flood of capital entering the reinsurance
market. New capacity in the reinsurance market is particularly attributable to
alternative reinsurance structures that have infiltrated the marketplace. Although localized, catastrophe-affected areas have seen a spike in reinsurance
rates. U.S. insurers are discovering achievable growth opportunities through
1
Daily Treasury Yield Curve Rates, U.S. Department of Treasury, www.treasury.gov/resourcecenter/data-chart-center/interest-rates/Pages/TextView.aspx?data=yield.
2
See footnote 1.
3
"Market Volatility Update," National Association of Insurance Commissioners & The Center
for Insurance Policy and Research Capital Markets Special Report, www.naic.org/capital markets
archive/130820.htm.
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international expansion and acquisitions, as well as new products that focus
on new insurable risks and coverage.

Catastrophes and Natural Hazards
.09 In comparison to the unprecedented catastrophe and weather-related
losses in 2011 and the severe losses due to Hurricane Sandy in 2012, the
first eight months of 2013 were relatively benign. For the first six months of
2013, global natural catastrophe and hazard events amounted to approximately
$13 billion in insured losses, with 45 percent derived from inland flooding
that occurred in Europe, Canada, Asia, and Australia.4 Comparatively, 2012
and 2011 ended with $65 billion and $105 billion in global insured losses,
respectively, both significantly higher than average.5,6
.10 Through early September 2013, the most notable event in the United
States was a squall line with severe tornadoes that struck the Midwest during the period May 18–22. The most damaging was the tornado that struck
Moore, Oklahoma, where about 3,000 structures were damaged and well over
1,000 completely destroyed. Insured losses amounted to approximately $1.6
billion.7 The National Weather Service reported that 76 tornadoes touched
down over that 5-day period due to a very strong storm system that was moving
across the central United States. Another large outbreak of tornadoes occurred
over the southern plains less than 2 weeks later, which resulted in another
$815 million of estimated insured losses.
.11 Severe droughts continue to affect the western United States, inflicting damage on crops and livestock. In addition, a number of wildfires have
occurred in the western United States, most notably the "Black Forest" fire
near Colorado Springs, Colorado, which resulted in estimated insured losses of
$365 million.8
.12 Prior to September, the most expensive natural catastrophe in 2013
had been the flooding in Germany and surrounding countries that occurred
in May and June. The flooding in Germany and neighboring countries was
caused by an atmospheric trough across the central region of Europe, pulling
in moist air from the Mediterranean and, in certain areas, resulting in up to
400 liters (approximately 106 gallons) of rain per square meter within a few
days.9 Due to the fact that the ground was already saturated from the rainiest
spring in 50 years, the rainwater flowed directly into the rivers, resulting in
extensive floods. Overall losses are estimated at $16 billion, whereas insured
losses amounted to $3.9 billion. Also this year, the Canadian province of Alberta
experienced severe flooding, likely to exceed $1 billion in insured losses. Severe
flooding also occurred in northern India and Nepal, as well as in Australia.
4
"Floods dominate natural catastrophe statistics in first half of 2013," Munich Re press release,
July 9, 2013, www.munichre.com/en/media˙relations/press˙releases/2013/2013 07 09 press release
.aspx.
5
"Natural catastrophe statistics for 2012 dominated by weather extremes in the USA,"
Munich Re press release, January 3, 2013, www.munichre.com/en/media relations/press releases/
2013/2013 01 03 press release.aspx.
6
"Review of natural catastrophes in 2011: Earthquakes result in record loss year," Munich Re press release, January 4, 2012, www.munichre.com/en/media relations/press releases/2012/
2012 01 04 press release.aspx.
7
"2013 Half-Year Natural Catastrophe Review," Munich Re, July 9, 2013, www.munichre
.com/app pages/www/@res/pdf/media relations/press releases/2013/2013 07 09 natcat en.pdf.
8
See footnote 7.
9
See footnote 4.
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.13 In September 2013, Colorado experienced torrential rains that resulted in extensive flooding over much of the state. The flooding resulted in
major loss of property, roadways, and several deaths. A better picture of the
amount of property damage should emerge in the upcoming weeks as insurers
get their catastrophe teams into the most affected areas and begin making
assessments.

Pricing
.14 Pricing momentum has remained stable. Property insurance rates rose
in most areas but could be moderating due to the light amount of catastrophes
and losses so far in 2013. Commercial insurance prices rose 4 percent during
the second quarter of 2013, a slowdown from previous quarters. Increases were
larger for mid-market and small accounts. The most recent renewal rates for
reinsurance experienced a continued deterioration, with increases restricted to
loss-affected lines and regions. The prolonged combination of low interest rates,
coupled with a fragile economic recovery, continue to complicate the operating
environment.

Technology
.15 Innovative technology continues to affect the insurance industry in
2013, as advanced technology, such as predictive modeling and big data,10
continue to emerge. Insurance companies domestically and internationally are
working hard to improve their capabilities when using big data to acquire new
customers and understand their buying habits and loss experience to ensure
that the profitability of their customers remains favorable.

Life and Health Insurance Industry
Impact of Economic Conditions on Life and Annuity Insurers
.16 The biggest challenge for U.S. life and health insurers over the past
several years has been a weak U.S. economy. Lower interest rates are placing
downward pressure on profitability, which, along with regulatory changes, is
resulting in insurers increasing premiums, providing lower guarantees and
benefits to policyholders, withdrawing unprofitable products, and, at times,
accepting lower profit margins. Some companies have been managing the decreasing net yields on their portfolios by increasing holdings of lower quality,
higher return bonds, as well as greater allocation to alternative investment
vehicles.
.17 Despite the continued challenges of the economy, A.M. Best's rating
outlook on the U.S. life and annuity segment remains stable through early
2013.11 A.M. Best noted that life insurers' investment portfolios have performed
relatively well, with modest impairments and unrealized gain positions in their
fixed income portfolios. A rating agency and analyst caution continues due to
ongoing concerns relating to macroeconomic issues, specifically the low interest
rate environment.

10
Big data uses statistics and identifies patterns in large data sets, inclusive of data from
sources inside and outside of a company, in order to uncover relationships and dependencies, and
deliver predictions of potential outcomes and future behaviors.
11
"Outlook Remains Stable, as Life Insurers Sharpen Focus on Fundamentals," Best's Briefings, January 7, 2013, http://ifajshead.ifamedia.netdna-cdn.com/wp-content/uploads/2013/01/A.M.Best-U.S.-Life-Annuity-Rating-Outlook.pdf.
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Mergers and Acquisitions of Life and Annuity Insurers
.18 The number of life companies has steadily declined over the past 10
years. A.M. Best expects the trend of consolidation in the life and annuity sector to continue in the second half of 2013 and into 2014 due to several factors,
including lower than expected margins, regulatory challenges, mispriced products, and opportunities to unlock value. The industry has seen new market
entrants, primarily backed by private equity organizations. This has been a
notable change, along with the exiting of international insurers from the U.S.
life market.

Impact of Economic Conditions on Health Insurers
.19 Limited growth opportunities in the U.S. commercial market, along
with regulatory restrictions on margins, have pushed health insurers to look
elsewhere for increased revenue. Growth has been sluggish in the health insurance arena due to slow economic growth and an aging U.S. population,
which creates a demand for more health care services. This limits the margin
opportunities for U.S. insurance companies. U.S. health insurers are looking
to expand in jurisdictions where there are similarities to the U.S. health care
system. Insurers may face challenges in these new emerging markets due to
political, economic, and financial risks.

Global Expansion for Life and Health Insurers
.20 Global life insurers forecast increased demand and growth in Asian
markets due to factors such as the rapid growth of the middle class and nations
that boast some of the most youthful populations in the world. A challenge to
insurers in this region is the vast differences in culture and demographics
among countries, which do not allow insurers to easily identify trends and
strategies that apply to the region as a whole.12 Brazil has also been an area
of expansion due to its robust economic growth, growing middle class, and a
system of managed care that is similar to U.S. insurers.

Legislative and Regulatory Developments
Recent Statutory Accounting Principles
.21 The National Association of Insurance Commissioners (NAIC) continues to develop and clarify statutory accounting guidance for insurance enterprises through its ongoing maintenance process. The most recent Accounting
Practices and Procedures Manual (the manual) was published by the NAIC as
of March 2013, and online updates contain accounting practices and procedures
adopted by the NAIC. Updates to the manual can be found under the Statutory
Accounting Principles Working Group (SAPWG) section of the NAIC website.
Insurance laws and regulations of the state insurance departments require
insurance entities domiciled in those states to comply with the guidance provided in the manual and subsequent updates, except as otherwise prescribed
or permitted by state law or regulation.

12
"The Promise and Challenges Facing Global Life Insurance Markets," Towers Watson,
June 2013, www.towerswatson.com/en-SE/Insights/Newsletters/Global/emphasis/2013/The-Promiseand-Challenges-Facing-Global-Life-Insurance-Markets.
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.22 The 2013 manual contains the following new or revised Statements of
Statutory Accounting Principles (SSAPs) that were adopted through December
2012 that auditors may consider significant:

r

r

r

r

SSAP No. 61R, Life, Deposit-Type and Accident and Health Reinsurance, and SSAP No. 62R, Property and Casualty Reinsurance.
Guidance and disclosures were added for reinsurance ceded to
certified reinsurers, generally non-U.S. reinsurers. The guidance
allows reduced collateralization on credit taken for reinsurance
ceded to certified reinsurers under specified conditions and was
effective as of December 31, 2012, in a limited number of states.
SSAP No. 92, Accounting for Postretirement Benefits Other Than
Pensions, A Replacement of SSAP No. 14, and SSAP No. 102,
Accounting for Pensions, A Replacement of SSAP No. 89. Both
adopt, with modifications, Financial Accounting Standards Board
(FASB) Statement No. 158, Employers' Accounting for Defined
Benefit Pension and Other Postretirement Plans—An Amendment
of FASB Statements No. 87, 88, 106 and 132(R). They have an
effective date of January 1, 2013, through either a direct adjustment to opening surplus or an option to phase in the impact over
a period not to exceed 10 years.
SSAP No. 103, Accounting for Transfers and Servicing of Financial Assets and Extinguishment of Liabilities. SSAP No. 103 supersedes SSAP No. 91R and incorporates the guidance in FASB
Statement No. 166, Accounting for Transfers and Servicing of Financial Assets—an amendment of FASB Statement No. 140, and
FASB Accounting Standards Update (ASU) No. 2011-03, Transfers and Servicing (Topic 860): Reconsideration of Effective Control
for Repurchase Agreements, with modifications. The modifications
are primarily related to concepts that are not applicable or consistent with statutory accounting. Companies are required to adopt
the guidance prospectively for new transactions as of January 1,
2013.
SSAP No. 104, Share Based Payments, adopts the key elements
of FASB's guidance on share-based payments (FASB Statement
No. 123[R], Share-Based Payment) and also incorporates FASB
Emerging Issues Task Force Issue No. 97-14, Accounting for Deferred Compensation Arrangements Where Amounts Earned Are
Held in a Rabbi Trust and Invested, as well as accounting and
disclosure requirements for holding companies and consolidated
plans. SSAP No. 104 is effective starting January 1, 2013. Adopting the guidance early was permitted.

.23 Several nonsubstantive revisions to various SSAPs and manual appendixes were made by the NAIC in 2013. Interpretations are immediately
effective upon adoption by the NAIC, and new SSAPs occasionally are effective
for the calendar year in which they are adopted. Several of the nonsubstantive
revisions to be aware of include the following:

r

ARA-INS .22

SSAP No. 1, Disclosures of Accounting Policies, Risks & Uncertainties, and Other Disclosures. Revisions expand permitted practice
disclosures to require a reference to Note 1 in the individual notes
to financial statements affected by the prescribed or permitted
practices as applicable.

r
r

r

SSAP No. 26, Bonds, Excluding Loan-Backed and Structured
Securities. Eliminated the credit tenant loan disclosure requirements.
SSAP No. 35R, Guaranty Fund and Other Assessments. For December 31, 2013, financial reporting, added a disclosure of the
Affordable Care Act Section 9010 fee, payable in 2014 as a Type II
subsequent event under the guidance of SSAP No. 9, Subsequent
Events. See additional comments regarding SSAP No. 35R that
follow.
SSAP No. 36, Troubled Debt Restructuring. The revisions adopt
with modification ASU No. 2011-02, Receivables (Topic 310): A
Creditor's Determination of Whether a Restructuring Is a Troubled
Debt Restructuring, to incorporate additional guidance on
— determining whether a creditor has granted a concession;
—

determining whether a debtor is experiencing financial difficulties;

—

evaluating whether a restructuring results in a delay in payment that is significant; and

—

two disclosures for creditors with troubled debt restructurings that

r
r
r
r

r
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occurred during the annual reporting period, and
were restructured within the last 12 months for which
there has been a payment default.

SSAP No. 37, Mortgage Loans. The revisions incorporate "financing receivable" disclosures specific to mortgage loans from ASU
No. 2010-20, Receivables: Disclosures About the Credit Quality of
Financing Receivables and the Allowance for Credit Losses.
SSAP No. 48, Joint Ventures, Partnerships and Limited Liability
Companies; SSAP No. 68, Business Combinations and Goodwill;
and SSAP No. 97, Investments in Subsidiary, Controlled or Affiliated Entities, A Replacement of SSAP No. 88. The revisions
clarify the requirement to amortize statutory basis goodwill (excess of cost basis over underlying equity at acquisition).
SSAP No. 64, Offsetting and Netting of Assets and Liabilities;
SSAP No. 86, Accounting for Derivative Instruments and Hedging, Income Generation, and Replication (Synthetic Asset) Transactions; and SSAP No. 103. The revisions are to
— ensure offsetting only when in accordance with SSAP No. 64,
paragraphs 2 and 4;
—

modify the adoption of FASB Interpretation No. 39, Offsetting
of Amounts Related to Certain Contracts—an interpretation
of APB Opinion No. 10 and FASB Statement No. 105, with
explicit guidance in SSAP Nos. 64, 86, and 103, to reject the
accounting principles generally accepted in the United States
of America (GAAP) guidance allowing offsetting per master
netting agreements; and

ARA-INS .23

8

Audit Risk Alert

r

— reject ASU No. 2011-11, Balance Sheet (Topic 210): Disclosures about Offsetting Assets and Liabilities, for statutory
accounting.
SSAP No. 86. The revisions
— incorporate disclosures of embedded credit derivatives that
expose the holder to the possibility of making future payments;
— adopt GAAP guidance in ASU No. 2010-11, Derivatives and
Hedging (Topic 815): Scope Exception Related to Embedded
Credit Derivatives, to clarify that seller credit derivative disclosures do not apply to embedded derivative features related
to the transfer of credit risk that is only in the form of subordination of one financial instrument to another; and

r

— reject all other GAAP revisions from ASU No. 2010-11 because embedded derivatives are not separately recognized as
derivatives under SSAP No. 86.
SSAP No. 92 and SSAP No. 102, Accounting for Pensions, A Replacement of SSAP No. 89. The revisions incorporate a revised
effective date for the year-end requirement to measure plan assets and benefit obligations of December 31, 2014. This revision
does not affect the January 1, 2013, effective date of the standards.

.24 During 2013, the SAPWG has been considering revisions to SSAP No.
35R to address accounting for fees payable to the federal government under
Section 9010 of the Affordable Care Act. Beginning in 2014, fees are payable
by September 30 of the assessment year based on premiums written in the
preceding calendar year, provided any health insurance coverage is provided
in the assessment year.
.25 At the Summer 2013 NAIC meeting, the SAPWG exposed revisions
to SSAP No. 35R with comments due by October 10, 2013. The revisions include GAAP guidance per ASU No. 2011-06, Other Expenses (Topic 720): Fees
Paid to the Federal Government by Health Insurers (a consensus of the FASB
Emerging Issues Task Force), with provisions to nonadmit the deferred asset
and segregate surplus for the fee not accrued. Readers should be alert to any
changes to SSAP No. 35R to reflect the accounting guidance related to these
fees for fiscal year 2014.

Audit and Accounting Developments
Audit Considerations
.26 The continuing economic conditions may cause additional risk factors
for insurance entities. Some risks that may affect an insurance entity are as
follows:

r
r

Extended low interest rate environment

r
r

Complex reinsurance agreements and any side agreements
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Constraints on the availability of credit and capital
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Additional focus on insurance entities by regulators
Potentially erroneous or fraudulent activity due to decreased
staffing and the resurgence of business activity
The continuing evolution of the postrecessionary marketplace

Low Interest Rate Environment
.27 Some of the implications of the extended low interest rate environment
for auditors to consider during the planning and conduct of the audit of an
insurance entity include the following:

r

r

r

The historically low interest rate environment increases the importance of asset adequacy testing (AAT). For single state companies that are exempted from AAT, auditors should ascertain that
the company has assets invested to obtain the assumed returns.
For example, for a company with most of its funds in certificates
of deposit earning less than 1 percent on average, using 4 percentplus as the average valuation rate would not be reasonable. The
assumptions in the AAT should be reviewed closely. This also
applies to Actuarial Guideline (AG) 43 studies. As interest rates
have dropped, companies may have increased the assumed credit
spreads, which may provide impetus for investment in riskier assets not only for the higher return, but to reduce the deficiency
reserves. Reviews may be appropriate to ensure companies do
not inadvertently or improperly double-count or assign assets to
AAT-modeled liabilities, surplus, and nonmodeled liabilities (for
example, assuming illiquid assets can be used to pay current liabilities to avoid modeling them in the AAT).
A sustained future low interest rate environment will also affect the measurement of deferred acquisition costs, value of
business acquired (pre-FASB Statement No. 141R, Business Combinations), and intangible assets established in business combinations representing the difference between the fair value of insurance contracts acquired and the liabilities established at the
acquisition date (post-FASB Statement No. 141R). Life insurers
may need to unlock assumptions on traditional policies or update
estimated gross profits or margins on other products, thereby accelerating amortization of such intangible assets. If applicable,
added attention should also be given to goodwill impairment testing. If an entity determines it is necessary to perform the two-step
goodwill impairment test,13 the comparison of the carrying value
of a reporting unit with its fair value will be affected by interest
rate assumptions.
For life and annuity insurance entities, a slowdown in the economy may produce a windfall in profits due to the increased lapse
rates. However, those lapsed policies tend to reduce long-term
profits. The correlation between low interest rates and life and

13
As discussed in Financial Accounting Standards Board Accounting Standards Codification
350-20-35-3, an entity may first assess qualitative factors, as described in paragraphs 3(A)–(G), to
determine whether it is necessary to perform the two-step goodwill impairment test discussed in
paragraph 19. If determined to be necessary, the two-step impairment test shall be used to identify
potential goodwill impairment and measure the amount of a goodwill impairment loss to be recognized
(if any).
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r

r

r
r

annuity profits is due to the earnings spread; however, it is also
affected by the change in unemployment rate. Lower interest rates
may tend to increase unemployment, and higher rates may tend
to decrease unemployment. When unemployment rates drop, consumers tend to take out more life insurance policies, which produce a capital strain on the companies writing the business due
to acquisition costs. As a result, market share is often gained by
the companies in better financial condition at the commencement
of an economic recovery.
Interest maintenance reserve (IMR) defers interest rate gains and
losses and prevents recognition of returns before they otherwise
would have been realized. The IMR impact in a low interest rate
environment can be very important; therefore, the IMR may need
to be reviewed more closely than in a more robust interest rate
environment.
Pressures from the low interest rate environment may cause entities to look for areas where they can remove or reduce conservatism in margins. Sometimes, these conservative assumptions
are used to offset aggressive assumptions or omitted items from
the reserves (small blocks of business and the like). This can produce a bias in the results. Insurers may also look for reserve
redundancies available for release to increase income in the current period. Given the erosion of redundancies throughout recent
years, auditors should give extra care in assessing the reasonability of an insurer's valuation of unpaid loss and loss adjustment
expenses. When actuaries or other specialists are hired to assist in
this task, auditors must consider the implications of AU-C section
620, Using the Work of an Auditor's Specialist (AICPA, Professional Standards).
Statutory reserves under reinsurance treaties can be materially
affected. Counterparty investment return risk becomes more of
an issue. Also, when funds are withheld in the treaty, the ceding
entity retains the interest rate risk, which should be adequately
evaluated.
With lower capacity in the reinsurance markets, insurers may
seek to transfer risk using solutions available in the capital markets. The auditor should pay particular attention to understanding these alternative risk transfer arrangements, specifically as
they relate to the existence of risk transfer and appropriateness
of contract valuation.

Claims Expense and Loss Reserves
.28 Property liability claims and claims expense, including losses from
hurricanes and other types of catastrophes, are complex estimates. Due to
the increased number and complexity of transactions surrounding claims and
claims expenses, inherent risk surrounding the recording and determination
of the payout of claims can increase. Auditors should evaluate their client's
response and adherence to criteria and related controls surrounding expenses.
.29 The identification of changes surrounding valuation variables and consideration of their effect on losses are significant audit steps. The evaluation of
these factors can include the involvement of specialists and input from various
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operating departments within the entity, such as marketing, underwriting, actuarial, reinsurance, and legal. Readers should remember that losses are only
accrued for events that have occurred; catastrophe reserves are not allowed in
anticipation of events. Consideration should also be given to the guidance in
FASB Accounting Standards Codification (ASC) 450, Contingencies.
.30 Paragraph .08c of AU-C section 540, Auditing Accounting Estimates,
Including Fair Value Accounting Estimates, and Related Disclosures (AICPA,
Professional Standards), explains that when performing risk assessment procedures and related activities to obtain an understanding of the entity and its
environment, including the entity's internal control, as required by AU-C section 315, the auditor should obtain an understanding of the following in order
to provide a basis for the identification and assessment of the risks of material
misstatement for accounting estimates:14
a. The requirements of the applicable financial reporting framework
relevant to accounting estimates, including related disclosures.
b. How management identifies those transactions, events, and conditions that may give rise to the need for accounting estimates to
be recognized or disclosed in the financial statements. In obtaining
this understanding, the auditor should make inquiries of management about changes in circumstances that may give rise to new
accounting estimates or the need to revise existing accounting estimates.
c. How management makes the accounting estimates and the data
on which they are based, including
i. the method(s), including, when applicable, the model used
when making the accounting estimate;
ii. relevant controls;
iii. whether management has used a specialist;
iv. the assumptions underlying the accounting estimates;
v. whether there has been, or ought to have been, a change
from the prior period in the method(s) or assumption(s) for
making the accounting estimates and, if so, why; and
vi. whether, and, if so, how management has assessed the
effect of estimation uncertainty.
.31 Claims expense and loss reserve estimates are significant accounts
in an insurance entity's financial statements. Accordingly, regardless of the
approach used to audit claims expense and loss reserve estimates, the auditor
should gain an understanding of how management develops estimates. Additionally, chapter 4, "The Loss Reserving and Claims Cycle," of the Audit and
Accounting Guide Property and Liability Insurance Entities is an additional
source for guidance.
.32 Auditors also can refer to AU-C section 620. Auditors should note
current practitioner prohibitions and restrictions that exist related to the performance of nonaudit services for audit clients, including certain actuarial
services. Practitioners should be aware of, and comply with, these prohibitions

14
Paragraphs .05–.06 and .12–.13 of AU-C section 315, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards).
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and restrictions, including those of the AICPA, Securities and Exchange Commission, and Public Company Accounting Oversight Board, as well as the NAIC
independence rules and rules passed by the U.S. Government Accountability
Office, state licensing boards, and others.

Reinsurance Contracts
.33 Auditors of entities that have significant reinsurance activities should
gather sufficient information to understand the economic substance of the individual reinsurance contracts and conclude that both significant insurance
risk and a reasonable possibility of the reinsurer incurring a significant loss
(risk transfer) exist. In order for the reinsurer to assume significant insurance
risk under the reinsured portions of the contract, the amount and timing of
the reinsurer's payments are required to depend on, and vary directly with,
the amount and timing of claims settled under the contract. Many factors influence the risk transfer analysis, including the determination of reasonably
possible loss scenarios and the related effect of specific contractual features
that may have loss-limiting characteristics, such as loss caps, loss corridors,
profit commission, ceding commission, or experience rate adjustments. The existence of loss-limiting features in the contract increases the complexities and
judgments necessary for the risk transfer analysis.
.34 If the insurer is a regulated property and liability insurance entity, the
auditor should obtain a copy of the reinsurance attestation signed by the CEO
and CFO that is filed with the insurer's NAIC annual statement, as required
by the NAIC property and casualty insurance entity interrogatories. This reinsurance attestation positively asserts that the reinsurance contracts have been
accounted for properly in accordance with statutory accounting principles, and
that for every contract in which risk transfer is not reasonably self-evident,
then documentation will be maintained supporting the existence of risk transfer. The auditor should obtain the client's risk transfer documentation and
evaluate the quality and completeness of this information.
.35 Auditors of entities with significant reinsurance contracts may also
want to request that management state in its representation letter that the
auditor has been informed of any side agreements that are part of reinsurance
contracts for the purpose of determining whether the entity has considered
properly these agreements in the accounting analysis for the contract. Auditors also may consider the guidance in AU-C section 240, Consideration of
Fraud in a Financial Statement Audit (AICPA, Professional Standards), when
evaluating these arrangements to identify the following:

r
r
r
r
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Contracts backdated to avoid retroactive reinsurance accounting
on coverage of losses that had already been incurred
Side agreements to reimburse the reinsurer for covered losses or
return profits under a contract in a different accounting period,
which may compel accounting accruals
Linked contracts through which losses experienced under one will
be reimbursed under another in the future and that should be
considered together in the risk transfer analysis
Contracts with terms that do not make economic sense and indicate a side agreement or linkage with another contract that should
be considered in the accounting evaluation

r
r
r
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Exclusive reinsurance arrangements with offshore assuming companies that raise consolidation questions
Commutations in which the settlements are not in accordance
with contract terms and suggest a noncontractual agreement on
the allocation of profits and losses
Contracts under which the risk transfer analysis supporting the
accounting evaluation differs materially from, and cannot be reconciled to, cash flow analyses included in the underwriting file

Other Audit Considerations
Auditing AG 38
.36 The NAIC adopted AG 38, Valuation of Life Insurance Policies Model
Regulation (Model 830), to be used to determine the amount of statutory reserves life insurers must hold for all universal life products that employ secondary guarantees. AG 38 is an interpretation of Appendix A-830, Valuation
of Life Insurance Policies, which is adopted by SSAP No. 51, Life Contracts.
.37 Specific revisions to AG 38, effective December 31, 2012, were made
for inforce business and new policies issued:

r
r

A new Section 8D on inforce business, as of December 31, 2012,
would apply to policies issued on or after July 1, 2005, and requires
the use of one of two specified methodologies.
A new Section 8E would apply to policies issued after January 1,
2013. The new guidance outlines the methodology for determining
the minimum gross premium for specified safe harbor designs
(method I), as well as a methodology to be used for other designs
(method II).

.38 Readers should be aware that in September 2013, the insurance section of the New York State Department of Financial Services sent a letter to
the NAIC stating that it will not adopt the changes in sections 8D and 8E of
AG 38 but, instead, will calculate the statutory reserves based upon New York
state's interpretation. Readers should be alert to further discussion and any
final decisions.
.39 Auditors should work with the company's actuaries to ensure they
have properly interpreted and implemented the revisions to AG 38. Auditors
should consider the following guidance:

r
r
r
r

AU-C section 540
AU-C section 300, Planning an Audit
AU-C section 620
AU-C section 500, Audit Evidence

.40 Chapters 4, "General Audit Considerations," and 7, "Liabilities for
Future Policy Benefits (Statutory Policy Reserves) and Other Contract Liabilities," of the Audit and Accounting Guide Life and Health Insurance Entities
are additional sources for guidance.

The Auditing Standards Board’s Clarity Project
.41 The goal of the Clarity Project is to make GAAS easier to read, understand, and apply. As the Auditing Standards Board (ASB) redrafted the
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standards for clarity, it also converged the standards with the International
Standards on Auditing (ISAs) issued by the International Auditing and Assurance Standards Board.
.42 At this point, auditors should be well on their way to transitioning
to the clarified standards that became effective for periods ending on or after
December 15, 2012. The new requirements may involve planning discussions
with clients, affect interim testing and other fieldwork, and require changes to
the auditor's report.
.43 Although the Clarity Project was not intended to create additional
requirements, some revisions have resulted in substantive changes and primarily clarifying changes that may require auditors to make adjustments in
their practices.
.44 In January 2013, the AICPA issued Statement on Auditing Standards
(SAS) No. 127, Omnibus Statement on Auditing Standards—2013 (AICPA,
Professional Standards).
.45 With the issuance of SAS No. 127, the ASB has redrafted all but one of
the auditing sections, which now reflect the ASB's established clarity drafting
conventions.

Substantive Changes
.46 The following AU-C sections in AICPA Professional Standards are
considered likely to affect the firms' audit methodology and engagements because they contain substantive or other changes, defined as having one or both
of the following characteristics: (a) a change or changes to an audit methodology that may require effort to implement or (b) a number of small changes
that, although not individually significant, may affect audit engagements:

r
r
r
r
r
r
r

AU-C section 250, Consideration of Laws and Regulations in an
Audit of Financial Statements
AU-C section 265, Communicating Internal Control Related Matters Identified in an Audit
AU-C section 550, Related Parties
AU-C section 600, Special Considerations—Audits of Group Financial Statements (Including the Work of Component Auditors)
AU-C section 700, Forming an Opinion and Reporting on Financial Statements
AU-C section 705, Modifications to the Opinion in the Independent
Auditor's Report
AU-C section 706, Emphasis-of-Matter Paragraphs and OtherMatter Paragraphs in the Independent Auditor's Report

Primarily Clarifying Changes
.47 The following AU-C sections have clarifying changes that are intended
to explicitly state what may have been implicit in the previous standards that,
over time, resulted in diversity in practice. Certain clarified standards address
management responsibilities that may need to be communicated to clients early
in the planning stage. Some of these requirements may already be performed
in practice, although not explicitly required by the previous standards. Most
notably, certain new requirements shift the timing of requirements from the
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reporting stage of an audit to the planning stage. The new requirements in this
section may not have a substantial effect but may result in adjustments to the
timing and responsibilities of the auditor and his or her clients and will need to
be reviewed by the auditor to ensure that all requirements have been properly
addressed. These AICPA professional standards are

r
r
r
r
r
r
r
r
r
r
r
r
r

AU-C section 210, Terms of Engagement.
AU-C section 220, Quality Control for an Engagement Conducted
in Accordance With Generally Accepted Auditing Standards.
AU-C section 402, Audit Considerations Relating to an Entity Using a Service Organization.
AU-C section 501, Audit Evidence—Specific Considerations for
Selected Items.
AU-C section 505, External Confirmations.
AU-C section 510, Opening Balances—Initial Audit Engagements,
Including Reaudit Engagements.
AU-C section 620.
AU-C section 708, Consistency of Financial Statements.
AU-C section 800, Special Considerations—Audits of Financial
Statements Prepared in Accordance With Special Purpose Frameworks.
AU-C section 805, Special Considerations—Audits of Single Financial Statements and Specific Elements, Accounts, or Items of a
Financial Statement.
AU-C section 810, Engagements to Report on Summary Financial
Statements.
AU-C section 905, Alert That Restricts the Use of the Auditor's
Written Communication.
AU-C section 910, Financial Statements Prepared in Accordance
With a Financial Reporting Framework Generally Accepted in Another Country.

Resources for the Clarity Standards
.48 A wealth of information about the clarity standards is available at
www.aicpa.org/InterestAreas/FRC/AuditAttest/Pages/ImprovingClarityASB
Standards.aspx. Also, two publications specifically discuss the clarity standards:

r

r

The AICPA Audit Risk Alert Understanding the Clarified Auditing Standards—2012 (product nos. ARACLA12P [paperback],
ARACLA12E [ebook], or ARACLA12O [online]) identifies the substantive and clarifying changes in requirements from the Clarity
Project and includes a mapping schedule tracking the extant standards to the clarified standards.
Additionally, the AICPA Audit Risk Alert Understanding the
Responsibilities of Auditors for Audits of Group Financial
Statements—2013 (product nos. ARAGRP13P [paperback], ARAGRP13E [ebook], or ARAGRPO [online]) provides additional guidance for implementing AU-C section 600.
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.49 These publications are available at www.cpa2biz.com. Additionally,
see the following section, "Resource Central," for ways to obtain the codified
clarity standards.

Investments in Alternative Investments and Subsidiary,
Controlled, and Affiliated Entities—Group Audit Standards
.50 AU-C section 600 provides guidance for additional audit procedures
and coordination between the group auditor and auditors of significant components. The guidance specifies that investments accounted for under the equity
method are considered to be components. In the current investment environment, many entities have begun to seek additional investment returns through
"alternative investments." Auditors should consider the impact of this guidance to the audits of insurance entities' investments that fall within the scope
of SSAP Nos. 48 and 97.

On the Horizon
.51 Auditors should keep abreast of accounting developments and upcoming guidance that may affect their engagements. The following sections present
brief information about some ongoing projects that have particular significance
to the insurance industry. Remember that exposure drafts are nonauthoritative and cannot be used as a basis for changing existing standards.
.52 Information on, and copies of, outstanding exposure drafts may be obtained from the various standard-setters' websites. These websites contain indepth information about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist in addition to those discussed here. Readers should refer to the Audit Risk Alert General Accounting
and Auditing Developments—2013/14 (product nos. ARAGEN13P [paperback],
ARAGEN13E [ebook], or WGE-XX [online]) for further information.

Insurance Contracts
.53 The International Accounting Standards Board (IASB) and FASB
have continued to push forward with their joint insurance contracts project. In
June 2013, the IASB issued a revised exposure draft, Insurance Contracts, and
FASB issued an exposure draft, Insurance Contracts. The comment period for
both exposure drafts ended on October 25, 2013.

Differences Between FASB and IASB Proposals
.54 The following are some significant differences between the models
proposed in FASB's exposure draft and the IASB's revised exposure draft:

r

Scope and scope exceptions.
— FASB: Financial guarantee contracts that meet the definition
of insurance contracts are in scope.
— IASB:

r
r
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Financial guarantee contracts are excluded from the
scope unless the issuer had previously accounted for
those contracts as insurance contracts.
Participating investment contracts issued by entities
that issue insurance contracts are in the scope.

r

Definition of portfolio: Both FASB's and the IASB's definition of a
portfolio includes the concept of being subject to similar risks and
priced similarly relative to the risk taken on.
— FASB: Definition includes having similar duration and similar expected pattern of release from risk (variability of cash
flows).
—

r

IASB: Measurement of the liability under the building block
approach includes all cash outflows that an entity will incur as the entity fulfills the portfolio of contracts. The cash
outflows include commissions, transaction-based taxes (for
example, premium taxes), and levies (for example, guarantee
fund assessments) that arise directly from existing insurance
contracts or can be attributed to them on a reasonable and
consistent basis.

Measurement and presentation of the present value of expected
cash inflows in excess of the present value of expected cash outflows.
— FASB: (Single margin) The expected present value of cash inflows over the expected present value of cash outflows to fulfill
the portfolio of policyholder contracts should be presented as
a margin that represents the expected unearned profit for the
portfolio of insurance contracts.
—

r

IASB: Definition includes being managed together as a single
pool.

Fulfillment cash flows in the building block approach.
— FASB: Measurement of the liability under the building block
approach includes cash outflows that an entity will incur to
directly fulfill its obligations to the portfolio of policyholders or can be attributed to them on a reasonable and consistent basis. The cash outflows do not include commissions,
transaction-based taxes, or levies.
—

r
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IASB: (Explicit risk adjustment plus contractual service margin) The measurement of the insurance contract liability includes an explicit risk adjustment that represents the compensation that the entity requires for bearing the uncertainty
in the amount and timing in the remaining cash flows.
The excess of the expected present value of cash inflows over
the expected present value of cash outflows to fulfill the policyholder contract plus a risk adjustment should be presented
as a contractual service margin.

Acquisition costs.
— FASB: Limited to qualifying acquisition costs directly attributable to obtaining a portfolio of insurance contracts that
are successfully obtained (similar to the guidance in ASU
No. 2010-26, Financial Services—Insurance [Topic 944]: Accounting for Costs Associated with Acquiring or Renewing Insurance Contracts [a consensus of the FASB Emerging Issues
Task Force], except that direct response advertising costs no
longer qualify).
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Expected qualifying acquisition costs are included as an offset
to the margin under the building block approach. Qualifying
acquisition costs incurred reduce the margin (building block
approach) or the liability for remaining coverage (premium
allocation approach) and are recognized as an expense in the
same manner as the margin or the liability for remaining
coverage are recognized.
— IASB: Recognizes all acquisition costs directly attributable to
obtaining a portfolio of insurance contracts, including unsuccessful efforts.
Expected acquisition costs should be included in the fulfillment cash flows and the measurement of the contractual service margin and recognized as an expense in the same manner
as the contractual service margin is recognized.

r

Participation features.
— FASB: If a participation feature contractually depends wholly
or partly on the performance of an underlying item

r
r
r
r

as measured in accordance with U.S. GAAP, the measurement of the liability should reflect the measurement
of the underlying item.
based on something other than the measurement in accordance with U.S. GAAP and the difference
reflects a timing difference that will reverse and enter into future calculations of participating benefits, the
measurement of the liability should be adjusted if necessary to reflect the measurement of the underlying items
in accordance with U.S. GAAP.
does not reflect such a timing difference, the measurement of the liability should be based on the contractual
feature.

— IASB: Fulfillment cash flows for all participation features
specifically linked to and that are expected to vary directly
with the returns on underlying items should reflect the measurement of the underlying items.
For contracts without any contractual linkage to underlying items (discretionary participation features), the measurement of the feature should reflect the entity's expectations of
the timing and amount of payments to policyholders.
The measurement of the fulfillment cash flows for a discretionary participation feature that provides policyholders with
the right to participate in the surplus of the entity should include the relevant remaining surplus of the entity. This could
equate to mutual insurers not reporting any profit or equity
(company entirely owned by their policyholders).

r
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—

FASB: All changes in estimates should be recognized immediately in net income and as an adjustment to the insurance
liability.

—

r

IASB: Unless the contract is onerous, all changes in estimates
relating to future coverage or future services should not be
recognized immediately in net income and should directly
adjust the contractual service margin.
Margin release patterns under the building block approach.
— FASB: Margin should be recognized in net income as a part
of revenue over the coverage and settlement periods as the
entity is released from risk as evidenced by a reduction in the
variability of cash outflows.
—

r

IASB: Risk adjustment should be remeasured each reporting
period, with changes recognized immediately in net income.

Contractual service margin should be adjusted to reflect favorable and unfavorable changes in the measurement of the
expected cash flows related to future coverage and services.
The contractual service margin should be recognized in net
income as part of revenue over the coverage period in a systematic basis that is consistent with the pattern of transfer
of services provided.
Interest accretion rates for participating insurance contracts.
— FASB: Upon any changes in expectations of the crediting
rates used to measure the insurance liability, the interest
accretion rates should be reset to recognize any changes in
estimated interest crediting and the effect on the measurement of the insurance contract liability on a level-yield basis
over the remaining life of the portfolio of contracts.
—

r

IASB: When an entity expects changes in the returns of underlying items to affect the expected cash flows for the insurance liability, the interest accretion rates should be reset for
the subset of cash flows that vary with returns on underlying
items.
Use of the premium allocation approach.
— FASB: The premium allocation approach is a separate model
and should be applied for all contracts meeting specified
criteria.
—

r

IASB: The premium allocation approach is a simplification of
the IASB's building block approach and may be applied for
any contracts when it would produce measurements that are
a reasonable approximation to those from the building block
approach.
Reinsurance.
— FASB: Reinsurance contracts should be accounted for using
the same approach used to account for the underlying insurance contracts issued.
—

IASB: Reinsurance contracts held may be accounted for using a different approach than the approach applied to the
underlying contracts.

ARA-INS .54

20

r

r

r

r

Audit Risk Alert

Consideration of counterparty credit losses.
— FASB: When measuring fulfillment cash flows for reinsurance
contracts held, the risk of nonperformance by the reinsurer
should be measured on an expected value basis in accordance
with FASB ASC 825-15 on credit losses.
— IASB: The risk of nonperformance by reinsurers (for reinsurance held) and policyholders should be measured consistent
with the measurement principle applied to cash flows in general (explicit, unbiased, and probability-weighted estimate
basis).
Substantial modifications.
— FASB: Criteria to determine when a modification is a substantial modification include, among other circumstances, situations similar to current criteria in U.S. GAAP for determining
when internal replacements are classified as substantially
changed from the replacement contract (FASB ASC 944-3035-37).
— IASB: Criteria to determine when a modification is a substantial modification include, among other circumstances, situations in which the modified contract will be included in a
different portfolio from the one in which it was included in at
initial recognition.
Insurance contracts acquired in a business combination.
— FASB: If the present value of fulfillment cash flows for a
particular portfolio exceeds the fair value of the insurance
contract liability under the building block approach, the insurer should recognize an immediate loss in net income at the
acquisition date.
— IASB: If the present value of fulfillment cash flows for a particular portfolio exceeds the fair value of the insurance contract liability under the building block approach, the insurer
should adjust goodwill under International Financial Reporting Standard 3, Business Combinations (not recognize a loss
in net income at the acquisition date).
Transition.
— FASB: When determining the margin at transition under the
building block approach, an entity may elect to measure the
insurance contract liability and margin using its determination of the portfolio immediately before transition.
If no objective information is reasonably available to retrospectively adopt the proposed standard or estimate what the
margin would have been using the practical expedient, the
margin recorded should be zero.
— IASB: When determining the margin at transition under the
building block approach, an entity should determine the portfolio in accordance with the proposed definition of portfolio.
If it is impracticable to apply the proposed standard retrospectively, an entity should estimate the contractual service
margin, taking into account all objective information that
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is reasonably available and applying specified simplified requirements.
.55 These differences are discussed in Appendix B, "Comparison of the
Guidance in This Proposed Update and in the 2013 IASB Revised Exposure
Draft," of the FASB exposure draft.

Summary of FASB Proposal
.56 The following is a summary of some of the key areas in FASB's proposed guidance.

Scope
.57 FASB's proposed guidance applies to all issuers of insurance contracts.
FASB's exposure draft would require contracts that transfer significant risk to
be accounted for in a similar manner, regardless of the type of company issuing
the contract. This represents a significant change from current U.S. GAAP,
which provides guidance that only applies to insurance entities.
.58 The following is a list of contracts that are defined to be within the
scope of FASB's exposure draft:

r
r
r
r
r
r
r
r
r
r
r
r

Product warranties issued by third parties
Catastrophe (or CAT) bonds
Financial guarantees
Liquidity guarantees
Guarantees on securitized assets
Merger and acquisition guarantees
Minimum revenue guarantees
Mortgage guarantees
Residual value guarantees
Standby letters of credit
Whole loan sale guarantees
Indemnities

Measurement
.59 FASB's proposed guidance retains separate accounting models for
contracts with different characteristics.
.60 An entity should apply the building block approach to measure its
insurance contract asset or liability, unless certain characteristics are present,
in which case, the entity is required to apply the premium allocation approach.

Building Block Approach Measurement
.61 The board has proposed that an insurer would measure a portfolio of
insurance contracts using the following building blocks:

r
r

Fulfillment cash flows
— Expected future cash flows
—

Discounted to reflect the time value of money

Margin
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Fulfillment Cash Flows
.62 The fulfillment cash flows comprise the present value of the unbiased,
probability-weighted estimate of the future cash inflows less the future cash
outflows (the expected mean) that the insurer expects in fulfilling the contract,
with assumptions updated each reporting period to reflect all available information. The expected value should consider all relevant information, but it
is not required to identify and quantify all possible scenarios, as long as the
estimate is consistent with the objectives of the mean.
.63 The measurement of the fulfillment cash flows should reflect the time
value of money using discount rates that reflect the characteristics of the insurance contract liability. The discount rates used to reflect the time value of
money and determine the measurement of the fulfillment cash flows should be
updated to reflect all available information at the end of each reporting period.
.64 Estimates of cash flows for a portfolio of insurance contracts should
include all cash inflows (mainly the expected premium receipts from policyholders) and outflows (such as claims and benefits paid to policyholders, claim
handling expenses, and participation benefits) that relate directly to the fulfillment of the contracts in that portfolio. The fulfillment cash flows should not
be adjusted to reflect the risk of nonperformance by the entity, either at initial
recognition or subsequently.
.65 Changes in the fulfillment cash flows would be reported in net income,
other than for the effect of changes in discount rates, which would be presented
in other comprehensive income (except for contracts that are contractually
linked to underlying assets).
Margin
.66 The margin represents profit at risk, measured as the fulfillment cash
inflow in excess of the fulfillment cash outflows (recorded to remove any gain at
inception). If the fulfillment cash inflows less expected qualifying acquisition
costs are less than the fulfillment cash outflows, an immediate loss should be
recognized in net income.
.67 The margin should include (as an offset) the present value of expected
qualifying acquisition costs to be paid, less the qualifying acquisition costs not
yet recognized as an expense. The qualifying acquisition costs include only the
costs directly related to the entity's selling efforts that result in obtaining a
portfolio of insurance contracts (that is, successful efforts).
.68 The margin should be recognized as revenue in net income over the
coverage and settlement periods as the entity satisfies the performance obligation to stand ready to compensate the policyholder on occurrence of a specified
event that adversely affects the policyholder. An entity satisfies its performance
obligation as it is released from exposure to risk as evidenced by a reduction
in the variability of cash flows of a portfolio of insurance contracts. Paragraph
834-10-35-19 of the exposure draft provides considerations for determining
a reduction in the variability of cash flows. The qualifying acquisition costs
should be recognized as an expense in the same pattern that the margin is
recognized.
.69 The margin would not be unlocked for changes in actual or expected
cash flows. Instead, these changes would be reported in net income or loss
immediately. Interest should be accreted on the carrying amount of the margin
and the qualifying acquisition costs.
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Premium Allocation Approach
.70 An entity should apply the premium allocation approach to a portfolio
of insurance contracts if either of the following characteristics is present:

r
r

The coverage period of the insurance contract is one year or less.
At contract inception, it is unlikely that during the period before
a claim is incurred, there will be significant variability in the
expected value of the net cash flows required to fulfill the contract.

.71 Under the premium allocation approach, the insurance contract liability would be split between the liability for remaining coverage and the liability
for incurred claims.
.72 The liability for remaining coverage should be measured at initial
recognition as

r
r

the premiums that are within the boundary of the existing contract, less
any additional onerous contract liability.

.73 An entity should recognize cash for premiums received and a receivable for expected future premiums that are within the boundary of the existing
contract.
.74 The liability for remaining coverage and any premiums receivable
should reflect the time value of money if the contract has a significant financing
component. The time value of money does not need to be reflected in the contract
if the entity expects, at contract inception, that the time between when the
policyholder pays all or substantially all of the premium and when the entity
provides that the corresponding part of the coverage is one year or less.
.75 The liability for remaining coverage should include the expected qualifying acquisition costs (discounted if the liability for remaining coverage is
discounted) less qualifying acquisition costs not yet recognized as an expense.
This is different than the election at initial implementation of ASU No. 2010-26
that allowed entities not to capitalize costs that were not capitalized previously.
An entity may recognize all costs of acquiring a portfolio of insurance contracts
when incurred as an expense in net income if the contracts' coverage periods
are one year or less.
.76 The liability for remaining coverage, gross of the qualifying acquisition
costs incurred, should be reduced and recognized as revenue relative to the
value of coverage provided. The amount of revenue recognized should be based
on the passage of time or the expected timing of incurred claims and benefits
if that pattern differs significantly from the passage of time. The expected
qualifying acquisition costs included in the liability for remaining coverage
should be reduced as those costs are incurred.
.77 When an insured event occurs, the liability for incurred claims should
be recognized as the present value of expected fulfillment cash flows15 (that
is, the mean) reflecting all available information on the amount, timing, and
uncertainty of the remaining future cash flows. The liability for incurred claims
does not need to be discounted when the effects of discounting are immaterial

15

Clarified as the present value of the probability-weighted expected amount of cash outflows.
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to the portfolio, or the incurred claims are expected to be paid within one year
of the insured event.

Separation of Components of a Contract
.78 An entity should only separate the following components from an
insurance contract:

r
r
r

Embedded derivatives that are required to be accounted for separately as derivative instruments
A distinct investment component (paragraph 834-10-25-3 of the
exposure draft provides indicators that an investment component
may not be distinct)
A distinct performance obligation to provide goods or services
(paragraphs 834-10-25-4 through 834-10-25-7 of the exposure
draft discuss evaluation of whether a performance obligation is
distinct)

.79 Cash flows for these components should be excluded from the cash
flows for the insurance component (paragraph 843-10-25-8 of the exposure
draft discusses how to split the cash inflows and outflows between the insurance component and any distinct performance obligations to provide goods or
services).

Estimated Returnable Amounts
.80 If a feature of an insurance contract requires an entity to pay amounts
to policyholders (or beneficiaries) regardless of whether an insured event occurs, both of the following should be excluded from net income:
a. From revenue, the amounts that have been received from the policyholder, plus accretion of interest on those amounts, for such
repayments
b. From expenses for claims and benefits, the amount related to the
insurance contract premium excluded from revenue (in preceding
letter a)

Participation Features
.81 If a participation feature gives a policyholder or its beneficiary the
right to receive benefits that contractually depend wholly or partly on the performance of an underlying item as measured in accordance with U.S. GAAP,
the measurement of the liability should reflect the measurement of the underlying item. If the right to receive benefits related to the performance of an
underlying item is based on a contractual feature other than the measurement
of the underlying item in accordance with U.S. GAAP and that difference reflects a timing difference that will reverse and enter into future calculations
of participating benefits, the measurement of the liability should be based on
the contractual feature and reflect the measurement of the underlying item in
accordance with U.S. GAAP. Adjustments to the entity's liability for both situations should be presented in the same manner as the changes in the underlying
item (either net income or in other comprehensive income).
.82 If the right to receive benefits related to the performance of an underlying item is based on a contractual feature other than the measurement of the
underlying item in accordance with U.S. GAAP and that difference does not
reflect a timing difference that will reverse and enter into future calculations
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of participating benefits (for example, the contractual feature passes through
to the policyholder the fair value of the underlying item), the measurement of
the liability should be based on the contractual feature. Changes in the entity's
liability should be presented in net income.

Segregated Fund Arrangements
.83 If the participation feature is contractually linked to a segregated
portfolio of assets and both of the following conditions are met, then the entity
should record the segregated portfolio of assets, which includes policyholder
funds and the entity's proportionate interest in the segregated portfolio of
assets, at fair value through net income:

r
r

The entity must invest the policyholder's funds as directed by the
policyholder in designated investment alternatives or in accordance with specific investment objectives or policies.
All of the investment performance, net of contract fees and assessments, must be passed through to the individual policyholder.

.84 Common types of arrangements that may be considered to be segregated fund arrangements include separate accounts, unit-linked contracts, and
super annuitization funds. Paragraph 834-10-55-92 of the exposure draft includes considerations for determining whether a segregated fund arrangement
meets the preceding two conditions.

Reinsurance Contracts
.85 A cedant should account for a reinsurance contract using the same approach (building block or premium allocation approach) that it uses to account
for the underlying insurance contracts.
.86 For retroactive reinsurance

r
r

if the expected present value of the cedant's cash inflows from
the reinsurance contract are less than the expected present value
of the cedant's cash outflows from the reinsurance contract, an
immediate loss should be recognized in net income.
if the expected present value of the cedant's cash inflows from the
reinsurance contract exceeds the expected present value of the
cedant's cash outflows from the reinsurance contract, a margin
should be recognized for that excess. A cedant should recognize
the margin over the remaining settlement period.

.87 For prospective reinsurance

r
r

if the expected present value of the cedant's cash inflows from
the reinsurance contract are less than the expected present value
of the cedant's cash outflows from the reinsurance contract, that
amount should be recognized as part of the cost of reinsurance.
if the expected present value of the cedant's cash inflows from the
reinsurance contract exceeds the expected present value of the
cedant's cash outflows from the reinsurance contract and the contract is accounted for under the building block approach, a margin
should be recognized for that excess. The margin should be recognized as the cedant satisfies its performance obligation on the
underlying insurance contracts (over the coverage and settlement
period).
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If measured under the premium allocation approach, a margin
should not be recorded, but that amount should be recognized as
it recognizes its cost of reinsurance.
.88 A cedant should recognize ceding commissions and other fees expected
to be received from the reinsurer that are not contingent on claims and benefit
experience as a reduction of the premium ceded to the reinsurer. The portion
of cash flows that are contingent on claims and benefits experience should be
considered part of the claims and benefits cash flows.

Presentation
.89 The exposure draft proposes a presentation approach that separates
information in the statements of financial position and comprehensive income
between portfolios of insurance contracts under the building block approach
and the premium allocation approach.
.90 One change from current U.S. GAAP in the statement of financial position is that portfolios of insurance contracts accounted for under the building
block approach should be presented as either a net insurance contract liability
for the fulfillment cash flows (if the expected cash outflows exceed the expected
cash inflows) or a net insurance contract asset for the fulfillment cash flows (if
the expected cash inflows exceed the expected cash outflows). The insurance
contract margin is also presented separately.
.91 Insurance contract revenue, as presented in the income statement,
comprises the following components (with separate totals for contracts accounted for under the building block approach and the premium allocation
approach):

r

Under the building block approach:
— Fulfillment cash flows: Revenue recognized from premiums
attributable to the fulfillment cash flows over the coverage
period in proportion to the value of coverage and any other
services that the insurer has provided
— Margin: Revenue recognized over the coverage and settlement periods as the entity satisfies its performance obligation
to stand ready to compensate the policyholder for a specified
event that adversely affects the policyholder
— Accretion of interest on cash inflows and the margin

r

— Excludes estimated returnable amounts
Under the premium allocation approach:
— Liability for remaining coverage: Revenue recognized over
coverage period in proportion to the value of coverage provided
— Accretion of interest on liability for remaining coverage
— Excludes estimated returnable amounts

.92 Changes in the fulfillment cash flows (for both fulfillment cash flows
for contracts under the building block approach and the liability for incurred
claims when discounted) due to changes in discount rates should be recognized
in other comprehensive income as the difference between the insurance contract liability recognized in the statement of financial position using current
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discount rates and the amount the insurance contract liability would be if it
were determined at the inception of the contract.

Transition
.93 Under the exposure draft, an entity would be required to apply the
standard retrospectively to measure existing insurance contracts at the beginning of the earliest period presented. At the date of transition, an entity would
be required to do the following:

r
r
r
r
r
r

For contracts under the building block approach:
— Measure the present value of fulfillment cash flows and determine the margin for contracts measured using the building
block approach
For contracts under the premium allocation approach:
— Measure the liability for remaining coverage, including determining and measuring an onerous contract
— Measure the liability for incurred claims
Derecognize any existing balances of deferred acquisition costs
and account for the acquisition costs in accordance with the exposure draft
Derecognize any intangible assets that arose from insurance contracts that were assumed in previously recognized business combinations and do not meet the definition of an intangible asset
Reallocate the purchase price attributed to insurance liabilities
assumed and assets acquired in previously recognized business
combinations to determine the margin on the acquired business
Recognize, in a separate component of equity, the cumulative effect of the difference between the expected present values of the
cash flows discounted using
— current discount rates, as determined under the proposals
and
—

discount rates applicable when the portfolios were initially
recognized

.94 When determining the margin at transition, an entity can elect to use
its determination of the portfolio immediately before transition.
.95 If retrospective application of the standard is impracticable, the exposure draft provides practical expedients for determining the discount rate at
initial recognition and the margin at transition. If it is impracticable to apply
the proposal for determining the margin retrospectively and there is no objective information that is reasonably available, the margin recorded at transition
should be zero.

Next Steps
.96 After the comment period ends, FASB and the IASB plan to hold
several roundtable meetings to discuss comments with respondents and then
begin redeliberations in 2014.
.97 Readers are encouraged to stay abreast of the project and review
the project page on the FASB and IASB websites at www.fasb.org/cs/Content
Server?c=FASBContent C&pagename=FASB%2FFASBContent C%2FProject
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UpdatePage&cid=1175801889812 and www.ifrs.org/Current+Projects/IASB+
Projects/Insurance+Contracts/Insurance+Contracts.htm, respectively.

Revenue Recognition
.98 The IASB and FASB revenue recognition project is intended to develop a single, common revenue recognition model that can be applied to a
wide range of industries and transaction types. The standards resulting from
this project will eliminate industry-specific revenue recognition guidance, other
than specific industries that are excluded from scope.
.99 In June 2010, FASB and the IASB issued a joint exposure draft,
Revenue from Contracts with Customers. They then issued a revised joint exposure draft in November 2011. Under GAAP, it would supersede most of the
guidance contained in FASB ASC 605, Revenue Recognition. More than 350
comment letters were received from regulators, preparers, users, auditors, and
industry groups. In addition to the comment letters, FASB and the IASB held 4
roundtable meetings throughout the world in April and May of 2012 to discuss
the exposure draft and related implementation and transition requirements.
.100 It is expected that a final standard will be issued by the end of 2013
or during the first quarter of 2014, with an expected effective date for annual
and interim periods beginning after December 15, 2016, for public entities
(effectively January 1, 2017, for most entities), and for annual and interim
periods beginning after December 15, 2017, for private entities (effectively
January 1, 2018).
.101 The core principle of the draft standard continues to be that an entity
should recognize revenue from contracts when it transfers goods or services to
the customer in the amount of consideration that the entity receives, or expects
to receive, from the customer.
.102 The 2011 exposure draft applies to all contracts with customers, except lease contracts, insurance contracts, contractual rights and obligations
within the scope of certain financial instruments guidance, guarantees (other
than product or service warranties), and nonmonetary exchanges between vendors in the same line of business to facilitate sales to customers other than
parties to the exchange.
.103 Although insurance contracts (within the scope of FASB ASC 944,
Financial Services—Insurance) are scoped out of the draft standard, other products or services offered by insurance entities may be included in the scope, such
as services related to administrative, investment advisory, third-party asset
management, and brokerage activities and services. Readers are encouraged
to review the new standard when issued to ensure they allow for appropriate
time to address any implementation matters that arise due to the change in
guidance.

Accounting for Financial Instruments
.104 FASB and the IASB have been collaborating for a number of years
on overhauling the accounting for financial instruments. The objective of the
project is to improve the decision usefulness of financial statements by simplifying the accounting requirements, as well as by increasing convergence in
accounting for financial instruments.
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.105 FASB and the IASB have broken the financial instruments project
into three components: classification and measurement, impairment, and hedging. During 2013, both FASB and the IASB released exposure drafts related to
classification and measurement, as well as impairment. The IASB plans to finalize its proposed guidance on general hedge accounting during 2013, whereas
FASB has decided to consider hedge accounting at a later date.
.106 The following is a summary of some of the key proposals outlined in
the exposure drafts related to classification and measurement and impairment.

Classification and Measurement

Overview
.107 FASB and the IASB have decided that generally all financial assets
and financial liabilities will be accounted for using a mixed measurement approach (that is, either fair value or amortized cost). Most financial assets will
be classified into one of three categories: amortized cost, fair value through net
income, or fair value through other comprehensive income. Most financial liabilities will continue to be carried at amortized cost, however, in certain cases,
financial liabilities can be measured at fair value through net income. Derivatives are not within the scope of the project and will continue to be measured
at fair value through net income.
Debt Investments
.108 Debt investments (which would include both bonds and loans) will
be classified based on how the asset is held and managed in a business model
and the cash flow characteristics of the individual instrument. Both of these
criterions must be assessed together at origination or acquisition to determine
the debt investment's ultimate classification.
.109 The business model criterion has three categories:

r
r

r

Amortized cost: The asset is held and managed within a business
model that has the objective of holding the assets to collect contractual cash flows.
Fair value through other comprehensive income: The asset is held
and managed within a business that has the objective of both (1)
holding financial assets to collect contractual cash flows, and (2)
selling financial assets. (That is, at recognition, the entity has not
yet determined whether it will hold the individual asset to collect
contractual cash flows or sell the asset).
Fair value through net income: All other debt investments, as well
as any debt investments that do not meet the cash flow characteristics criterion or are held for sale.

.110 Provided that the business model criterion would not require an entity to classify a debt investment as fair value through net income, an entity
must also assess the cash flow characteristics of the debt investment. In order to be eligible to classify a debt investment as amortized cost or fair value
through other comprehensive income, a debt investment must have terms that
give rise on specified dates to cash flows that relate solely to payments of principal and interest (SPPI). The exposure draft defines principal as the "amount
transferred by the holder at initial recognition" and interest as "consideration
for the time value of money and for the credit risk associated with the principal
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amount outstanding during a particular period of time, which may include a
premium for liquidity risk."
.111 If an investment does not meet the cash flow characteristics criterion, then the entity is required to classify the security as fair value through
net income. Examples of securities that may not meet the cash flow characteristics criterion include inverse floaters and convertible bonds (from the holder's
perspective).
.112 Entities will also have to change the way they assess hybrid financial assets with a debt instrument host. Under today's guidance, these instruments often have an embedded derivative, which is bifurcated and separately
accounted for. The exposure draft will no longer permit bifurcating hybrid financial assets; instead, the entire instrument will need to be evaluated under
the two criteria described previously. In many cases, instruments that currently require bifurcation of an embedded derivative will fail the SPPI test
and, therefore, will be classified at fair value through net income.
Equity Investments
.113 Under the exposure draft, all equity investments not accounted for
under the equity method would be required to be measured at fair value through
net income. Under FASB's model, an entity will no longer be permitted to
designate a security as available-for-sale and account for it at fair value through
net income. However, under the IASB's model, entities can make an irrevocable
election to measure nontrading equity investments at fair value through other
comprehensive income. If this option is elected, an entity is not permitted to
recycle the fair value of gains or losses associated with the sale of the securities.
Financial Liabilities
.114 Financial liabilities will generally be measured at amortized cost
unless either of the following two conditions are met: (a) The "entity's business
strategy at incurrence of the liability is to subsequently transact at fair value,
for example, to transfer the obligation to a third party," or (b) the "financial
liability results from a short sale." If either condition is met, than the entity
would be required to account for the financial liability at fair value through
net income. An entity that issues a financial liability that has an embedded
derivative would continue to follow the accounting model today, which would
result in bifurcating the embedded derivative and measuring it at fair value.

Impairment

Overview
.115 The impairment project began as a joint project; however, ultimately,
each board decided to expose different models. FASB put forth the "current expected credit loss" (CECL) model, whereas the IASB put forth the "credit deterioration" model. Although the models do have some fundamental differences,
they share a common goal of improving the decision usefulness of the reporting
of credit losses by moving from an incurred loss model to an expected loss model
that allows entities to consider a broader information set when determining
impairments.
Scope
.116 Both the CECL and credit deterioration models apply to financial
assets that are subject to losses related to credit risk that are carried either
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at amortized cost or fair value through other comprehensive income. Loans,
debt securities, trade receivables, lease receivables, and loan commitments are
within the scope of both models. FASB has also scoped in reinsurance receivables; however, the IASB model will scope out reinsurance receivables, which
will, instead, be accounted for under the IASB's insurance contract proposal.
Additionally, under FASB's proposal, financial guarantee contracts would not
be within the scope of the standard; instead, they would be accounted for under
the insurance contracts model. Under the IASB's model, financial guarantee
contracts would be within the scope of the impairment project if the entity has
elected to account for guarantees using a financial instruments model. If an
entity has elected to account for guarantees using insurance contracts accounting, then an entity would continue to use insurance accounting instead of the
impairment model.
Measurement—CECL
.117 Under the CECL model, entities are allowed to consider both quantitative and qualitative factors. They must consider internal and external
information available to them, such as that related to past events, current
conditions, as well as reasonable and supportable forecasts. Based upon this
assessment, an entity will record an allowance for all expected credit losses on
debt instruments. The exposure draft defines expected credit losses as an "estimate of all contractual cash flows not expected to be collected from a recognized
financial asset (or group of financial assets) or commitment to extend credit."
.118 In determining the allowance, there is no threshold that must be
met prior to recognizing a credit loss, and an entity must consider the time
value of money. FASB's model allows an entity to either consider the time
value of money explicitly (that is, through a discounted cash flow model) or
implicitly (that is, through a probability of default model). The CECL also
requires entities to consider at least two possible outcomes: an outcome in
which a credit loss occurs, and an outcome in which no credit loss occurs. In
other words, an entity is prohibited from estimating expected credit losses
based upon a single best estimate.
.119 The CECL model contains a practical expedient for financial assets
measured at fair value through other comprehensive income. If both of the
following conditions are met, then an entity is not required to recognize a
credit loss:

r
r

The "fair value of the individual financial asset is greater than (or
equal to) the amortized cost basis of the financial asset."
The "expected credit losses on the individual financial asset are
insignificant, which may be determined by considering the general
expectation of the range of expected credit losses given the creditquality indicator(s) for the asset as of the reporting date."

.120 In subsequent periods, entities will adjust their allowance to reflect
the updated expectation of contractual cash flows not expected to be collected.
Measurement—Credit Deterioration Model
.121 The IASB's credit deterioration model is similar to FASB's CECL
model in many respects. However, the most significant difference is that the
IASB's model is a dual measurement model, as opposed to FASB's single measurement model. Under the IASB's model, an allowance should be recognized
on a financial instrument equal to 12 months of expected credit losses, or, if
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the credit risk of the financial instrument at the reporting date has increased
significantly since initial recognition, then the entity should recognize the expected credit losses over the instrument's lifetime.
.122 The IASB's proposal goes on to note that for "12-month expected
credit losses, an entity shall estimate the probability of default occurring on
the financial instrument in the next 12 months," and for "lifetime expected
credit losses, an entity shall estimate the probability of default occurring on
the financial instrument during its remaining life." Under the IASB's model, an
entity will update its allowance each quarter to reflect updated assumptions.
.123 The IASB defines 12-month expected credit losses as "the expected
credit losses that result from those default events on the financial instrument
that are possible within the 12 months after the reporting date." In other words,
an entity would record the lifetime expected credit losses associated with any
defaults expected to occur within 12 months.
.124 The IASB defines lifetime expected credit losses as "the expected credit
losses that result from all possible default events over the life of the financial
instrument."

Next Steps
.125 The comment period for both the classification and measurement
and the impairment projects has lapsed; as such, both FASB and the IASB are
expected to begin redeliberations on both projects in late 2013.

Patient Protection and Affordable Care Act—Premium
Stabilization Programs
.126 Under the Patient Protection and Affordable Care Act, three premium stabilization programs will become effective on January 1, 2014. Those
programs, often referred to as the "Three Rs," are Risk Adjustment, Reinsurance, and Risk Corridor. The Risk Adjustment program, the only permanent
program of the three, is intended to allow health insurers to price and offer
individual and small-group products without consideration for the underlying
health status of individuals purchasing the products. In each state, an average risk score will be calculated for each individual and small-group plan. The
magnitude and direction of the risk adjustment settlement will depend on the
relative measure of the plan's enrollees compared to all enrollees in the market.
Plans will receive notice of payment or receipt on June 30 of the year following
the plan year.
.127 The Reinsurance and Risk Corridor programs are temporary and are
expected to be in existence for the 2014–2016 calendar years. The Reinsurance
program is designed to mitigate potential increased incidence of large claims in
the individual market. The program will be funded by a per-capita contribution
from health insurers and self-insured group plans. The per capital contribution
for 2014 is $63 per member and is intended to fund both the $10 billion reinsurance pool and a payment of $2 billion directly to the U.S. Treasury. Only those
plans covering individuals will be eligible for reinsurance payments, which are
80 percent of paid claims from $60,000 to $250,000. Plans will submit claims
by April 30 after the plan year and receive payment from the program no later
than June 30.
.128 The Risk Corridor program is designed to provide some aggregate
protection against variability for insurers in the individual and small-group
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market by limiting gains and losses. The program applies to only qualified
health plans (QHPs) both on and off the exchange. The Risk Corridor program is
similar to the risk corridors used under Medicare Part D. QHPs will submit all
risk corridor information by July 31 based on a defined calculation of allowable
costs, which includes the payments and receipts from the Risk Adjustment and
Reinsurance programs.
.129 Many insurance entities are currently considering which accounting
framework is applicable under GAAP. For those entities that issue statutorybasis financial statements, the SAPWG is currently debating the appropriate
accounting and plan to expose guidance before the Fall NAIC National Meeting
in December 2013.

Principles-Based Reserving
.130 In 2009, the NAIC adopted a revised model Standard Valuation Law
(SVL), which introduced a new method for calculating life insurance policy
reserves to more easily adapt requirements for changing products. This new
method is referred to as principle-based reserving, or PBR. Once adopted by
legislatures, PBR would replace the current formulaic approach to determining
policy reserves.
.131 The NAIC adoption of the Valuation Manual referenced in the 2009
version of the SVL marked a major milestone in the move from formulaic rules
to PBR. The Valuation Manual was adopted by a supermajority of NAIC members in December 2012, paving the way for states to begin adopting revisions to
the SVL in their legislative sessions. Once at least 42 states (a supermajority),
representing 75 percent of total U.S. premium, adopt the revisions to the SVL,
PBR will be implemented.
.132 The NAIC has formed a PBR Implementation Task Force (replacing
the PBR Working Group) that has the following objectives:

r
r
r

Develop, maintain, and oversee components of the Implementation Plan for PBR.
Create a legislative information package regarding PBR to assist
the states in their adoption efforts.
Upon completion of the Captives and Special Purpose Vehicle Use
(E) Subgroup's Report and subsequent referral by the Financial
Condition (E) Committee, consider the report's recommendations
in the context of the proposed PBR system and make further
recommendations, if any, to the Executive (EX) Committee.

Captives and Special Purpose Vehicles
.133 The NAIC has formed the Captives and Special Purpose Vehicles
(SPV) Use Subgroup (under the Financial Condition [E] Committee) to study
insurers' use of captives and SPVs to transfer insurance risk, other than selfinsured risk, in relation to existing state laws and regulations, and establish appropriate regulatory requirements to address concerns identified in this
study. The subgroup will examine complex issues, including transparency and
disclosure, accounting treatment, and confidentiality. In conjunction with the
NAIC's PBR effort, the ongoing work on PBR will also specifically examine the
solvency, surplus, and risk-based capital impact caused by the use of captives
and SPVs.
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.134 Readers should be aware of the activities of the Captives and SPV
Use Subgroup because the output could result in modifications to existing NAIC
model laws or a generation of a new NAIC model law.

Own Risk and Solvency Assessment
.135 The International Association of Insurance Supervisors is promoting
a concept called Own Risk and Solvency Assessment (ORSA) as a key component of regulatory reform. An ORSA will require insurance entities to issue
their own assessment of their current and future risk through an internal risk
self-assessment process, which will allow regulators to form an enhanced view
of an insurer's ability to withstand financial stress.
.136 The NAIC ORSA Guidance Manual was adopted by the NAIC EX
Committee and Plenary in March 2012 and provides information for insurers on performing its ORSA and documenting risk policies and procedures.
Pursuant to the NAIC ORSA Guidance Manual and the newly adopted Risk
Management and Own Risk and Solvency Assessment Model Act (#505), an
insurer or the insurance group, or both, of which the insurer is a member will
be required to complete an ORSA "at least annually to assess the adequacy
of its risk management and current, and likely future, solvency position." The
ORSA will apply to any individual U.S. insurer that writes more than $500 million of annual direct written and assumed premium or insurance groups that
collectively write more than $1 billion of annual direct written and assumed
premium, or both, and will be required starting in 2015.

Resource Central
.137 The following are various resources that practitioners engaged in the
insurance industry may find beneficial.

Publications
.138 Practitioners may find the following publications useful. Choose the
format best for you—print, e-book, or online.

r
r
r
r

Audit and Accounting Guide Life and Health Insurance Entities (2013) (product nos. AAGLHI13P [paperback], AAGLHI13E
[ebook], or WLH-XX [online])
Audit and Accounting Guide Property and Liability Insurance Entities (2013) (product nos. AAGPLI13P [paperback], AAGPLI13E
[ebook], or WPL-XX [online])
U.S. GAAP Financial Statements—Best Practices in Presentation
and Disclosure (product nos. ATTATT13P [paperback] or WNGXX [online])
Audit Risk Alert General Accounting and Auditing Developments—2013/14 (product nos. ARAGEN13P [paperback], ARAGEN13E [ebook], or WGE-XX [online])

Webcasts
.139 Stay plugged in to what is happening and earn continuing professional education (CPE) credit right from your desktop. AICPA webcasts are
high-quality CPE programs that bring you the latest topics from the profession's leading experts. Broadcast live, they allow you to interact with the
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presenters and join in the discussion. If you cannot make the live event,
each webcast is archived and available for viewing. For additional details
on available webcasts, please visit www.cpa2biz.com/AST/AICPA CPA2BIZ
Browse/Store/Webcasts.jsp.
.140 In January 2013, members of the Insurance Expert Panel participated in a webcast that discussed the following issues:

r
r
r

Industry Overview: The impacts of economic conditions on life
insurance entities, as well as the impact of catastrophes in 2012
to property and liability insurance entities
Current Statutory Issues: Statutory Accounting Principles and
current issues being dealt with by the AICPA NAIC Task Force
GAAS: The Clarity Project: A high level overview of some important changes to be aware of for year-end 2012 audits

.141 An archive of this webcast is available online at the Insurance Expert
Panel's page at www.aicpa.org/InterestAreas/FRC/IndustryInsights/Pages/
Expert Panel Insurance Entities.aspx.

Member Service Center
.142 To order AICPA products, receive information about AICPA activities, and get help with your membership questions, call the AICPA Service
Center Operations at 888.777.7077.

Hotlines
Accounting and Auditing Technical Hotline
.143 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the
AICPA's Accounting and Auditing Technical Hotline. AICPA staff will research
your question and call you back with the answer. The hotline is available
from 9 a.m. to 8 p.m. ET on weekdays. You can reach the Technical Hotline at 877.242.7212 or online at www.aicpa.org/Research/TechnicalHotline/
Pages/TechnicalHotline.aspx. Members can also e-mail questions to aahotline@aicpa.org. Additionally, members can submit questions by completing a
Technical Inquiry form found on the same website.

Ethics Hotline
.144 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888.777.7077 or by e-mail at ethics@aicpa.org.

AICPA Online Professional Library: Accounting
and Auditing Literature
.145 The AICPA has created your core accounting and auditing library
online. The AICPA Online Professional Library is now customizable to suit
your preferences or your firm's needs. You can also sign up for access to the entire library. Get access—anytime, anywhere—to FASB Accounting Standards
Codification® ; the AICPA's latest Professional Standards, Technical Practice
Aids, Audit and Accounting Guides, Audit Risk Alerts, Accounting Trends &
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Techniques; and more. To subscribe to this essential online service for accounting professionals, visit www.cpa2biz.com.

Codified Clarity Standards
.146 The best way to obtain the codified clarity standards is with a subscription to AICPA Professional Standards in the AICPA Online Professional
Library. Although the individual SASs are available in paperback, this online
codified resource is what you need to update your firm audit methodology
and begin understanding how clarity standards change certain ways you
perform your audits. Visit www.cpa2biz.com/AST/AICPA CPA2BIZ Specials/
MostPopularProductGroups/AICPAResourceOnline/PRD∼PC-005102/PC005102.jsp for online access to AICPA Professional Standards.
.147 You can also get the clarified standards in paperback format. Codification of Statements on Auditing Standards is published each spring and
includes the clarified auditing standards and the attestation standards. Professional Standards, which has the full complement of AICPA standards, is
published each summer.
.148 The codification of clarified standards includes various resources:

r
r
r
r

A preface, "Principles Underlying the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards"
A glossary of terms defined in the standards
An appendix describing the differences between GAAS and the
ISAs
A table mapping the extant AU sections to the clarified AU sections

Financial Reporting Center of AICPA.org
.149 CPAs face unprecedented changes in financial reporting. As such,
the AICPA has created the Financial Reporting Center to support you in the
execution of high-quality financial reporting. This center provides exclusive
member-only resources for the entire financial reporting process and can be
accessed at www.aicpa.org/frc.
.150 The Financial Reporting Center provides timely and relevant news,
guidance, and examples supporting the financial reporting process. You will
find resources for accounting, preparing financial statements, and performing
various types of engagements, including compilation and review, audit and
attest, and assurance and advisory.
.151 For example, the Financial Reporting Center offers a dedicated section to the Clarity Project. For the latest resources available to help you implement the clarified standards, visit the "Improving the Clarity of Auditing
Standards" page at www.aicpa.org/SASClarity.

AICPA Industry Expert Panel—Insurance
.152 For information about the activities of the AICPA Insurance Industry
Expert Panel, visit the panel's webpage at www.aicpa.org/InterestAreas/FRC/
IndustryInsights/Pages/Expert Panel Insurance Entities.aspx.
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Industry Websites
.153 The Internet covers a vast amount of information that may be valuable to auditors of insurance entities, including current industry trends and
developments. Some of the more relevant sites for auditors with insurance
clients include those shown in the following table:
Organization

Website

Citizens Property Insurance Corporation

www.citizensfla.com

Florida Hurricane Catastrophe Fund

www.sbafla.com/fhcf

Insurance Information Institute

www.iii.org

National Association of Insurance
Commissioners

www.naic.org

.154 The insurance practices of some of the larger CPA firms also may
contain industry-specific auditing and accounting information that is helpful
to auditors.
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